The break-up of the former Yugoslavia had a strong impact on labour markets and migration has changed the labour force. Migration flows out and within the area have become a crucial factor of growth and development in all the countries of the Balkans, especially in Albania and Kosovo. The large outflows of population brought significant changes to socio-economic composition and demographic trends. For instance, in Albania almost 20 percent of the population has left the country since 1989. In Kosovo, it is assumed that approximately 25 per cent of the population is currently living abroad (Riinvest, 2007) .
The objective of this study is to find out more about the specific determinants of current Kosovo trade flows in a gravity model context. To our knowledge this has not yet been done, also due to the fact that Kosovo Customs has begun collecting higher quality trade data only recently. Moreover this could provide an informative basis for the development of policy recommendations that could improve the trade balance of Kosovo in a free trade environment.
The study is organised as follows: In part one we will provide a general overview on trade policy and trade developments in Kosovo. Part two will deal with the gravity model methodology used and the specific hypotheses analysed. In part three we will discuss the results of our research. Part four will provide conclusions and policy recommendations.
Trade policy and trade developments in Kosovo

Trade Policy in Kosovo
In Kosovo, under the general economic policy of UNMIK, unique and specific fiscal and custom policies were created starting with the creation of comprehensive custom and taxation control of imported goods and establishment of a functioning flexible trade regime with the rest of the world. 2 However, it is evident that the economy of Kosovo after the war in 1999 faced many problems that derive from the sphere of the political and institutional set-up, including a privatization process accompanied by high unemployment rates, excessive import growth, a weak export sector and the growth of the budget deficit (Riinvest, 2003) . Kosovo is a consumption economy dominated by imports with very low export activity. Current economic activity is mainly conducted by the private sector, which is small in scale. Relatively large inflows of remittances are an important source of income for the economy of Kosovo.
Before 2007, Kosovo had signed FTAs (Free Trade Agreements), with many countries in the region. Afterwards these agreements were substituted by the CEFTA (Central Europe Free Trade Agreement). Kosovo's membership in CEFTA is an important asset for the country, especially with regard to its European integration process. CEFTA rules have been harmonized with the principles of the EU and the WTO. For Kosovo, CEFTA is of paramount importance in improving the competitive position of Kosovo's industries in regional markets and in attracting FDI. In the future process of integration, Kosovo will gear up institutions and policies to comply with the requirements of the WTO. Application for membership to the WTO is a complex process and requires a huge engagement of local institutions. However, membership would ensure full integration into world markets (MTI, 2009) .
However, from the beginning of the implementation of CEFTA, the experience of Kosovo so far has not been very positive due to political animosities persisting in the region. UNMIK was a signatory of the CEFTA on behalf of Kosovo (Kosovo's international representation and the negotiating process for bilateral FTA-s and CEFTA were conducted by UNMIK representatives), and Serbia and Bosnia and Herzegovina do not recognize the institutions of the Republic of Kosovo and the documentation issued by them. As a consequence, Kosovo's exports to these countries have been almost at a stand-still for a long time, although there are ongoing efforts to resolve these issues.
It has to be mentioned that the trade policies in Kosovo have been developed in specific circumstances, in a speedy and simple way, by using the Customs of Kosovo as an instrument for realizing the main objective of gathering income for Kosovo's consolidated budget (UNMIK, 2006 The composition of the goods exported from Kosovo in 2008 was generally dominated by raw materials and metals which accounted for around 63 percent of general exports. Chemical products, alcoholic beverages and tobacco accounted for around 32 percent of total exports, while livestock, food, fuel, machinery and other transport equipment, and other raw materials in small quantities made up only 5 percent of general exports (CBK, 2008) . With regard to imports, in recent years there has been a slight increase in imports of fuel, machinery and other equipment, chemical products, raw materials, food and livestock. The structure of imports in 2008 remains similar to previous years, with mineral products dominated by oil making up 20 percent of the total. The import of food and beverages comprised 13 percent of total imports. The import of base metals comprised 9 percent of total imports, while transport means made up 7 percent of total imports; the rest were imports of different goods (CBK, 2008 ). An increase of imports of capital goods consisting of machinery, tools and equipment used mainly for production, indicates that productive activity in Kosovo is increasing. The economic growth of Kosovo in 2007 of 3.5 percent is rather low when compared with other countries in the region which reached GDP increases of more than 6 percent in 2007 and less than 6 percent in 2008. Kosovo's economy is small, highly open with imports being around 60% of GDP, and by poor by regional standards with GDP per capita around $1,448 per year (MEF, 2007) . In Kosovo in 2008 there was a somewhat higher increase of GDP by 5.4 percent (CBK, 2008) . Foreign direct investment (FDI) in 2007 made up €114 million, or approximately 5 percent of GDP (MTI, 2007) .
Kosovo exports at the beginning of 2000 mainly targeted countries in the region due to many institutional and managerial insufficiencies, as well as the lack of knowledge and experience of foreign markets among local exporters. Nevertheless, with time, these difficulties have been reduced. Problems do remain, however, particularly with the recognition of the origins of goods of local producers from some countries in the region that are included in the Free Trade Agreement. Problems in this regard have arisen specifically among countries that are members of the Central European Free Trade Agreement (CEFTA). Kosovo exports to CEFTA members in the region in 2008 account for 31 percent, whilst exports to countries that are members of the European Union (EU) comprise 47 percent. The remaining 22 percent of exports go to other countries (CBK, 2008 over the last years the share of Kosovo's exports and imports to other members of CEFTA has been reduced instead of increased. The main partner among the CEFTA members is Albania, where Kosovo exports more than a third of its overall exports to CEFTA members, about €62 million in 2008. The second partner is Macedonia, with a bit less than a third, while Serbia, Bosnia and Herzegovina and Montenegro make up for most of the remaining third. Exports to Croatia and Moldova are negligible. On the other hand, the major CEFTA import partners are Macedonia and Serbia. The imports from these states make up 77% of all the CEFTA imports, about €718 million in 2008.
Methodology
The Gravity Model
Newton's law of gravitation has found applications in the social sciences in the study of human behaviour, and researchers have used gravity models for the empirical 
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Determinants of Kosovo Trade: A Gravity Model Approach analysis of bilateral trade flows in international trade. The gravity model of trade suggests that trade flows between two countries are based on the economic size of each country often using Gross Domestic Product (GDP) as a proxy, and the distance between these two units, using e.g. the distance between the countries' capital cities, as a proxy.
This general model applied in international trade analysis has been an empirical success, but theoretical justification is weak. Tinbergen (1962) is one of the earliest authors that used a simple form of the gravity model of bilateral trade in analysing bilateral trade flows. Also, the gravity equation can be analysed as a partial equilibrium model of export supply and import demand (Linnemann, 1966) . The gravity approach could be linked with theories of international trade and expanded by showing that this model could be derived from a Ricardian framework (Eaton and Kortum, 1997), applying the Heckscherer-Ohlin model with perfect and imperfect product specialization. Anderson (1979 ), Bergstrand (1985 , Helpman and Krugman (1985) , have shown that price terms in addition to the simple gravity equation variables are also statistically significant in explaining trade flows among countries.
Transport costs are a relevant factor of trade if we consider the production of goods in different countries, which is inconsistent with factor price equalization. These transport costs, for which the distance between the two countries serves as a proxy, determine the volume of the trade flow. Several authors concluded that factors like income and distance between countries were statistically significant and had positive and negative signs, respectively (Oguledo and MacPhee, 1994, Karemera et al., 1999) . Transport costs for particular goods are determined by the goods' weight, other physical attributes, location, means of transport, distance, as well as other factors. Frankel (1997) argues that factors causing impediments to trade also come from government policies and institutions.
In this line, North (1990) CEFTA envisages an improved mechanism for settlement of disputes that might occur during the agreement implementation, which represents a new quality and a factor of higher security of trade liberalisation in the region. Besides the abovementioned, new areas have been opened for the development of mutual relations with regard to liberalisation of services, investment issues, public procurement, intellectual property, and the possibility for CEFTA cumulation of origin. CEFTA also ensures that mutual trade relations among CEFTA parties should be developed in accordance with WTO rules. This practically implies that even before WTO membership, the systemic setting of the economy should be adjusted to WTO rules, representing a strong factor of predictability and transparency for foreign trading partners, foreign investors and local entrepreneurs.
However, due to weak institutions and late implementation of reforms there are considerable informal trade flows between the SEE countries (see Holzner and Gligorov, 2004) . Acemoglu et al. (2001) , suggests that institutions that foster the enforcement of property rights, stability, and restrictions on rent seeking behaviour by individuals promote economic activity. It is interesting to note that the results of Duc, Lavallee and Siroen (2008) show that more corrupt countries are generally less trade open, but that two corrupt nations do not necessarily trade less between each other. Thus an informal network effect in trade might exist.
Lately migrant workers' remittances have become an important source of income. In some countries of Southeast Europe, officially recorded remittances take up a sizeable share of more than 10 percent of GDP. Small countries such as Kosovo are highly dependent on remittances as a result of the large portion of their population abroad. There are different theories why migrants are likely to remit when they are willing to return to their country of origin. They send remittances so that they can show their intentions to return and to maintain links with their family. This behaviour possibly generates investment from migrants as well as trading (Lucas and Stark, 1985) . In fact, remittances support the growing trade deficit in the majority of these countries. Under these macroeconomic circumstances, remittances play an important role by providing complimentary social protection and correcting for limited government policy interventions. In this respect Ghatak et al. (2009) find evidence that migration from Central and East European countries to the UK positively enhances bilateral trade flows. Similarly, cultural factors and especially common languages are well-known determinants of trade. This is analysed for instance by Malitz (2008) , who describes the channels through which a common language promotes bilateral trade.
Gravity Model Equations
In our analysis we seek to verify the following hypotheses, which we developed in accordance with the quoted literature as well as the abovementioned specific features of the Kosovo economy and trade policy: share of corruption under the assumption of informal networks between small and medium enterprises (SME).
In order to test these hypotheses we employ a gravity model of trade. A gravity model is usually estimated over a pool of countries for a number of years (Deardorff, 1998; Anderson and Van Wincoop, 2003) . However, similar to Vujcic and Sosic (2005) we argue that a single country specification best fits the aim of analysing Kosovo trade specifically. Also, the single country gravity model helps us to avoid troubling specification problems that arise in pooled estimates and issues of heterogeneity in countries. However, its main advantage to a full-fledged gravity model is that it allows extracting differences in export and import patterns separately, following e.g. Summary (1989) , Depken and Sonora (2005) and Sonora (2008) .
The estimated single country gravity model equations for exports and imports are: ln X i = α 0 α 1 lnY i α 2 lnDist i α 3 Lang α 4 Mig α 5 CEFTA α 6 lnCPI i u i (1) lnM i = α 0 α 1 lnY i α 2 lnDist i α 3 Lang α 4 Mig α 5 CEFTA α 6 lnCPI i u i (2) Where ln denotes natural logarithms, Xi denotes the value of exports from Kosovo to country i, M i denotes the value of imports from country i to Kosovo, α 0 is the intercept, Yi is GDP in the destination/source market. Disti denotes the geographical distance in kilometres between the capitals of Kosovo and country i. Lang is a dummy for countries with a substantial share of the population speaking Albanian (=1 for Albania and Macedonia, 0 otherwise). Mig is a migrant population dummy for Germany and Switzerland (=1, if true, 0 otherwise). The CEFTA dummy variable takes a value of 1 when countries are members of the Central European Free Trade Agreement (0 otherwise). CPI i is the Corruption Perception Index, which acts as a proxy for informality in country i. Finally, ui, is the error term. The data reflect the year 2008. The data on bilateral exports and imports are obtained from the Statistical Office of Kosovo (SOK) as well as from the Customs of Kosovo, and GDP is taken from the IMF's World Economic Outlook (WEO) database. The Corruption Perception Indices are obtained from Transparency International. The distance between capitals was calculated using the 'geod' program, which is part of the 'PROJ' system available from the U.S. Geological Survey.
The Results
For the estimation of the import and export equation we performed a stepwise estimation procedure with a backward-selection threshold of a 10% significance level. We started with the full model. The results for the full model can be found in the appendix. Later, all the .
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Determinants of Kosovo Trade: A Gravity Model Approach insignificant variables were removed stepwise. In the case of the single country import gravity model, only the Corruption Perception Index variable was removed, while in the case of the export model both, the GDP of the partner countries as well as the dummy for Albanian speaking countries were removed from the model. It is reassuring that the coefficients of the remaining significant variables as well as the quality of fit of the two models hardly change as compared to the full models presented in the Appendix. It is only in the export model that the coefficient for the corruption variable turns significant after the removal of the two most insignificant variables. Thus this result might have to be analysed with some caution. Tables 2 and 3 present the results of the respective gravity model estimation, with all the coefficients at least significant at the 10% level. The gravity model that tries to explain Kosovo imports from its trading partner countries is based on a sample of 122 observations and has an R2 of 68%. Due to heteroskedasticity it was estimated in a robust way. The partner countries' GDP and the trading distance variables show significant coefficients with the expected signs. In addition we find the coefficients for the dummies of countries with a significant Kosovar migration population as well as of countries that are members of the CEFTA free trade area being positive and significant. In fact the CEFTA coefficient is by far the largest one. Finally the dummy variable of Albanian speaking countries has a positive coefficient, however, only at the 10% significance level.
The export model is estimated on a smaller sample of 48 observations due to the fact that Kosovo exports to only a small number of countries. The quality of the model's fit is at an R2 of 59%. In the export model we find from the traditional gravity model variables only distance to be significant. GDP of the partner country was dropped. It seems that in terms of Kosovo exports, the economic mass of the partner country is not important. The single biggest coefficient is that of countries with large emigrant populations from Kosovo. Also the CEFTA 
